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STATE    OF     MONTANA 
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The  Legislative  Audit  Committee 
of  the  Montana  State  Legislature: 

We  have  made  a  physical  count  and  examination  of  the  investments  In 
securities  of  the  State  of  Montana,  excluding  the  investments  of  the 
Montana  University  System  and  the  Employment  Security  Commission,  as 
of  October  31,  1971.   Our  examination  was  limited  to  a  physical  count 
and  examination  of  all  securities  in  the  custody  of  the  State  Treasurer 
and  evidences  of  safekeeping  issued  by  other  depositories,  and  establish- 
ment of  accountability  for  the  securities  as  set  forth  in  the  accompany- 
ing Exhibits  A  and  B.   Our  examination  did  not  include  the  investments 
of  the  State  Employment  Security  Commission  or  the  Montana  University 
System.   The  investments  of  the  Employment  Security  Commission  were  ap- 
proximately $25  million  on  October  31,  1971,  while  the  investments  of  the 
University  System  were  estimated  to  be  about  $17  million. 

Our  examination  was  made  for  the  purpose  of  verifying  the  existence 
and  presence  of  the  investment  securities  owned  by  the  state.   Our  exami- 
nation did  not  include  an  evaluation  of  market  value,  book  value,  recording 
of  gains  and  losses,  collection  of  interest  earned,  accuracy  of  the 
accounting  entries,  or  other  matters  of  an  accounting  character  which 
would  normally  be  considered  in  our  examinations. 
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The  examination  was  undertaken  because  of  executive  reorganization 
which  has  resulted  in  the  centralization  of  the  state  investment  functions 
under  the  newly  created  State  Board  of  Investments.   The  administration  of 
the  centralized  investment  function  is  in  the  process  of  being  centralized 
in  the  Investment  Bureau  of  the  State  Department  of  Administration.   The 
examination  was  requested  by  the  director  of  the  State  Department  of 
Administration.   Consequently,  the  major  part  of  the  examination  was 
performed  by  personnel  furnished  by  the  Department  of  Administration 
under  the  direct  supervision  of  the  Legislative  Auditor. 

As  shown  by  Exhibit  B,  the  state  had  recorded  investments  in  mortgages 
of  over  $51  million  at  October  31,  1971.   A  large  percentage  of  the  mortgage 
documents  are  held  by  the  servicing  institutions  (banks,  savings  and  loan 
associations,  etc.).   As  of  the  publication  of  this  report,  we  have  not 
yet  completed  our  confirmations  with  the  servicing  institutions.   The 
investments  in  mortgages  as  shown  in  the  attached  exhibits  are  based  upon 
the  records  of  the  state  agencies  indicated  and  confirmations  received  to 
date,  which  constitute  approximately  50%  of  the  mortgages. 

The  results  of  our  examination  are  presented  in  this  report.   Exhibit  A 
shows  the  state  investments  by  location,  while  Exhibit  B  shows  the  nature 
and  type  of  investments  which  the  state  owns.   Exhibit  C  reflects  the  extent 
of  surety  bond  and  insurance  coverage  in  effect  at  the  time  of  our  examina- 
tion. 

In  our  opinion,  the  accompanying  Exhibits  A  and  B  present  accurately 
the  state's  investment  in  securities  at  October  31,  1971,  on  the  basis  of 
par  or  face  value,  except  those  investments  of  the  Montana  University 
System  and  the  State  Employment  Security  Commission,  which  are  excluded 
from  the  exhibits  and  the  state's  investment  in  mortgages  for  which  we 
have  not  yet  completed  our  confirmations. 
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We  have  also  included  in  this  report  comments  and  recommendations 
on  those  aspects  of  the  investment  process  which  we  believe  warrant 
further  study  and  attention  by  the  Board  of  Investments  and  the  State 
Treasurer. 
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COMMENTS 
GENERAL 

Prior  to  the  passage  of  the  Executive  Reorganization  Act  of  1971 
(Title  82A,  R.C.M.  1947),  the  investment  function  of  the  state  was  dif- 
fused among  numerous  state  agencies.   The  nature  of  this  diffusion  and 
resultant  inefficiency  was  a  topic  in  our  earlier  audit  reports  on  the 
Office  of  the  State  Treasurer  (June  1970),  Department  of  State  Lands  and 
Investments  (June  1970) ,  and  the  Industrial  Accident  Board  (September  1970) . 
The  executive  reorganization  legislation  created,  among  other  things,  a 
central  point  of  investment  for  all  state  moneys  under  a  new  agency  within 
the  administrative  control  of  the  State  Department  of  Administration.   This 
new  agency,  the  State  Board  of  Investments,  is  vested  with  the  sole  statu- 
tory authority  to  perform  the  investment  functions  of  the  state  for  all 
agencies  and  departments. 

Since  its  creation  in  August  1971,  the  Board  of  Investments  has  been 
gradually  assuming  the  investment  functions  from  other  state  agencies  to 
the  point  that  all  state  investments,  except  for  the  Employment  Security 
Commission  and  the  University  System,  are  now  being  made  by  the  board. 
Nevertheless,  most  of  the  agencies  for  whom  the  investments  are  made  con- 
tinue to  maintain  the  primary  investment  records  with  the  State  Treasurer 
serving  as  custodian  of  the  actual  securities  or  evidences  of  safekeeping 
issued  by  other  depositories  who  hold  the  actual  securities.   Consequently, 
the  present  investment  program  is  a  cooperative  effort  involving  the  various 
agencies,  the  State  Treasurer,  and  the  Board  of  Investments.   However,  once 
the  centralized  investment  function  becomes  fully  operative  to  include  not 
only  the  making  of  investments,  but  also  the  record  keeping  responsibilities, 

detail  accounting  for  investment  transactions  In  the  other  agencies  should 
be  curtailed. 
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SURETY  BOND  AND  INSURANCE  COVERAGE 

The  extent  of  surety  bonds  and  insurance  in  effect  at  the  time  of  our 
examination  is  shown  on  Exhibit  C.   During  our  audit  of  the  State  Treasurer's 
Office  in  1970,  we  observed  that  there  was  no  insurance  coverage  against 
theft,  vandalism,  or  burglary  of  the  treasury  vault.   At  that  time  we 
pointed  out  that  the  vault  contained  over  $175  million  in  securities  and 
over  $69,000  in  cash  and  cash  items. 

Our  current  examination  disclosed  that  the  foregoing  conditions  have 
not  improved,  i.e.,  over  $190  million  in  securities  were  in  the  treasury 
vault  on  October  31,  1971,  along  with  $289,000  in  cash  and  cash  items. 
Nevertheless,  nothing  has  been  done  to  improve  the  insurance  coverage  or 
reduce  the  state's  exposure.   Consequently,  the  state  investments  and  cash 
on  hand  are  not  protected  against  burglary  and  are  covered  only  up  to 
$50,000  in  the  event  of  robbery.   We  believe  this  coverage  is  not  com- 
mensurate with  the  potential  losses  that  could  be  incurred. 

In  our  previous  audit  of  the  State  Treasurer's  Office  we  recommended 
that  the  State  Treasurer  consult  with  responsible  state  officers  in  evalu- 
ating the  loss  potential  due  to  robbery  and  burglary  and  provide  insurance 
coverage  commensurate  with  the  risk  involved.   We  believe  the  need  for  addi- 
tional insurance  coverage  is  more  imminent  now,  particularly  in  view  of 
the  centralized  investment  program. 

During  the  course  of  our  examination  we  also  noted  that  the  personnel 
of  the  Board  of  Investments  had  no  surety  bond  coverage  other  than  that 
provided  by  the  statewide  blanket  bond,  i.e.,  $250,000.   Since  the  Board 
of  Investments  deals  daily  in  the  purchase  and  sale  of  millions  of  dollars 
in  securities  we  questioned  the  absence  of  additional  surety  bond  coverage. 
During  the  course  of  our  examination,  action  was  taken  by  the  Department 
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of  Administration  to  obtain  separate  additional  surety  bond  coverage  for 
the  Board  of  Investments.   However,  at  the  time  of  this  report,  such 
coverage  had  not  been  finalized. 

RECOMMENDATION 

We  recommend  that  the  Department  of  Administration: 

1.  Consult  with  the  State  Treasurer  to  evaluate  the  need 
for  additional  insurance  coverage  of  securities  in 
the   treasury  vault. 

2.  Secure  additional  surety  bond  coverage  over  those 
personnel  who  purchase,   control,   and  sell  state 
investments. 

INVESTMENTS  BY  OTHER  AGENCIES 

Section  82A-204(4),  R.C.M.  1947  (a  provision  of  the  Executive  Reorgani- 
zation Act  of  1971) ,  specifies  that  the  State  Board  of  Investments  is  to 
be  the  only  agency  authorized  to  invest  state  moneys.   In  its  full  context, 
the  section  provides  that: 

"The  board  of  investments  has  the  sole  authority  to  exercise 
the  investment  functions  transferred  to  it  under  Section  82A- 
205  of  this  chapter.   No  other  agency  may  invest  state  funds. 
All  laws  governing  the  exercise  of  the  investment  functions 
remain  in  effect,  and  the  board  shall  direct  the  investment 
of  state  funds  in  accordance  with  those  laws  and  the  consti- 
tution of  this  state.   The  board  has  the  power  to  veto  any 
investments  made  under  its  supervision." 

Irrespective  of  the  foregoing  statute,  some  state  investments  are  not 

presently  under  the  control  of  the  Board  of  Investments.   We  found,  for 

example,  that  the  State  Employment  Security  Commission,  units  of  the 

Montana  University  System,  and  to  a  limited  extent,  the  Teachers'  Retirement 

System,  all  had  investments  which  are  outside  the  purview  of  the  Board  of 
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Investments,  and  in  most  cases,  outside  the  custodianship  of  the  State 
Treasurer. 

In  the  case  of  the  Employment  Security  Commission,  over  $25  million 
is  retained  in  investments  under  the  jurisdiction  and  control  of  the 
Federal  Government.   This  money,  which  consists  of  employer  contributions 
to  an  unemployment  compensation  trust  account,  is  invested  for  the  state 
by  the  Federal  Government.   We  were  informed  that  this  arrangement  is  a 
result  of  federal  requirements  and  that  it  is  not  possible  for  the  state 
to  assume  custody  and  control  over  these  investments.   Since  this  may  well 
be  the  case,  we  believe  the  Board  of  Investments  should  inquire  into  the 
specific  federal  requirements  governing  the  custody  and  control  of  the 
Employment  Security  Commission  trust  account.   The  object  of  this  inquiry 
should  be  to  either  assume  control  and  custody  of  these  investments  in 
accordance  with  Section  82A-204(4),  R.C.M.  1947,  or  formally  recognize 
in  its  records  the  reasons  why  state  custody  and  control  is  precluded. 

With  respect  to  the  University  System,  we  were  advised  that  between 
$17  and  $18  million  in  investments  were  being  managed  by  various  units 
outside  of  both  the  state  treasury  and  the  Board  of  Investments.   We  did 
not  attempt  to  identify  the  exact  amount  because  to  do  so  would  not  have 
contributed  materially  to  our  comments.   The  statutes  underlying  the  Board 
of  Investments  vest  the  board  with  investment  duties  and  responsibilities 
over  university  moneys  as  well  as  all  other  state  agencies.   Consequently, 
we  believe  the  board  should  formulate  a  plan  to  assume  the  investment  duties 
now  performed  by  the  units  of  the  University  System. 

We  also  found  that  although  the  majority  of  Teachers'  Retirement 
System  investments  are  now  under  the  control  of  the  Board  of  Investments, 
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one  investment  in  the  amount  of  $27,347  is  not.   This  investment,  which 
is  in  the  custody  of  a  bank,  consists  of  a  bequest  to  the  Teachers'  Retire- 
ment System.   Since  the  use  of  the  bequest  is  limited,  the  investments  have 
been  kept  segregated  from  other  Teacher  Retirement  System  investments  through 
the  use  of  a  bank.   Consequently,  the  investment  is  not  under  the  control  of 
the  Board  of  Investments,  nor  is  it  within  the  custody  of  the  State  Treasurer. 
Sections  79-201  and  79-306,  R.C.M.  1947,  require  the  State  Treasurer  to  be 
the  custodian  of  all  securities  owned  by  the  state.   In  this  regard,  the 
Treasury  Fund  Structure  Act  (Title  79,  Chapter  4,  R.C.M.  1947),  provides 
for  a  Trust  and  Legacy  Fund  within  the  treasury  to  accommodate  bequests 
of  this  type.   We  believe  that  the  Board  of  Investments  should  consult 
with  the  Teachers'  Retirement  System  in  order  to  assume  control  of  the 
investment  and  transfer  the  custody  of  the  investment  to  the  State  Treasurer's 
Office. 

RECOMMENDATION 

We  recommend  that  the  Board  of  Investments: 

1.  Inquire  into  the  federal  requirements  governing  custody 
and  control  of  the  Employment  Security  Commission  trust 
account  and,    if  appropriate,   assume  state  custody  and 
control  or  document  the  reasons  why  such  cannot  be  done. 

2.  Formulate  a  plan  to  assume   the  investment  duties  now 
performed  by  the  units  of  the  University  System. 

3.  Consult  with  the  Teachers'  Retirement  System  in  order 

to  assume  control  of  the  bequest  investment  and  transfer 
it  to  the  custody  of  the  State  Treasurer. 


INDUSTRIAL  ACCIDENT  BOARD  SAFE 

The  securities  owned  by  the  Industrial  Accident  Board  (IAB)  and  kept 
in  the  state  treasury  vault  are  held  within  a  separate  safe  in  the  treasury 
vault.   We  were  informed  that  both  the  State  Treasurer  and  chief  accountant 
of  the  IAB  have  knowledge  of  the  combination  to  the  safe;  however,  the 
chief  accountant  is  the  only  person  who  opens  and  removes  or  places  securi- 
ties in  the  safe.   In  this  regard,  the  chief  accountant  advised  us  that 
the  safe  has  been  used  under  the  foregoing  arrangement  for  many  years  and 
that,  as  a  practical  matter,  it  is  convenient  in  that  both  IAB  investments 
and  insurance  company  collateral  are  located  together. 

We  question  the  need  for  a  separate  safe  to  house  IAB  securities  and 
the  value  of  this  practice  in  terms  of  the  State  Treasurer's  duties  and 
responsibilities  as  custodian  of  state  securities.  As  it  now  stands,  the 
State  Treasurer  is  responsible  by  statute  for  the  securities  which  are  in 
the  IAB  safe.   Under  current  practice,  however,  he  does  not  have  full  control 
of  the  securities  or  know  what  is  being  removed  or  replaced.   In  view  of 
the  State  Treasurer's  statutory  duties  and  responsibilities  and  the  fact 
that  the  treasury  personnel  are  bonded,  we  believe  the  practice  of  segre- 
gating IAB  investments  and  collateral  in  a  separate  locked  safe  within  the 
treasury  vault  is  unnecessary  and  should  be  discontinued. 

We  also  believe  such  an  arrangement  is  unnecessary  since  the  Board  of 
Investments  has  assumed  control  of  the  IAB  investment  program.   As  a  con- 
sequence, the  chief  accountant  will  cease  to  have  a  need  for  access  to  the 
securities  as  the  investment  program  progresses.   This  in  itself  constituted 
a  weakness  in  internal  control  in  that  the  chief  accountant  also  had  control 
of  the  IAB  accounting  records. 
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RECOMMENDATION 

We  recommend  that  the  State  Treasurer  confer  with  the  Industrial 
Accident  Board  to  discontinue  the  practice  of  segregating  IAB 
investments  and  collateral  in  a   locked  safe  within  the  treasury 
vau I t . 

SAFEKEEPING  RECEIPTS 

Safekeeping  receipts  consist  of  documents  issued  by  other  depositories 
such  as  banks  as  evidence  of  the  fact  that  the  depository  is  holding  a 
security  in  safekeeping  for  the  state.   In  conducting  our  examination  of 
the  state's  investments,  we  observed  two  adverse  conditions  which  pertain 
to  safekeeping  receipts.   First,  we  found  that  numerous  safekeeping  receipts 
issued  to  the  state  by  some  depositories  do  not  reflect  an  identification 
of  the  securities  which  are  being  held  in  safekeeping.   In  most  cases  the 
receipts  do  show  the  nature  of  the  securities,  e.g.,  U.  S.  Treasury  bills; 
however,  the  serial  numbers  of  the  securities  are  often  not  shown.   Con- 
sequently, state  officials  do  not  know  what  investments  the  state  has,  it 
is  difficult  to  prepare  an  inventory  of  the  securities  owned  by  the  state, 
and  it  is  also  difficult  to  perform  an  adequate  confirmation  of  the  securi- 
ties with  the  depositories.   Each  of  these  difficulties  could  be  reduced  or 
eliminated  if  all  safekeeping  receipts  reflected  a  full  identification  of 
the  securities,  including  name,  serial  numbers,  maturity  dates,  denominations, 
and  depository  holding  the  securities. 

While  the  foregoing  pertains  to  safekeeping  receipts  in  custody  of 
the  State  Treasurer,  we  noted  another  condition  which  should  be  reviewed. 
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Of  the  near  $290  million  in  investments  owned  by  the  state,  over  $190  million 
represented  securities  actually  in  the  treasury  vault.   The  remaining  $99 
million  represented  safekeeping  receipts  issued  by  other  depositories  as 
evidence  of  their  custodianship.   Consequently,  nearly  two-thirds  of  the 
securities  owned  by  the  state  are  in  the  treasury  vault. 

Section  79-201,  R.C.M.  1947,  requires  that  the  State  Treasurer  be 
custodian  of  all  securities  owned  by  the  state.   Insofar  as  we  could  deter- 
mine, the  practice  of  holding  safekeeping  receipts  rather  than  the  actual 
securities  has  never  been  explained  in  terms  of  the  foregoing  statute.   In 
the  investment  trade,  however,  it  is  common  practice  to  accept  valid  safe- 
keeping receipts  in  lieu  of  actual  securities.   In  this  regard,  we  were 
informed  by  a  representative  of  a  local  depository  that  the  presence  of 
securities  on  their  premises  was  held  to  a  minimum.   Those  securities  owned 
by  the  depository  or  held  in  trust  for  others  were  placed  in  larger  deposi- 
tories in  large  metropolitan  centers. 

We  believe  the  practice  of  using  other  depositories  to  the  maximum 
extent  warrants  consideration  by  the  State  Treasurer  and  the  Board  of 
Investments.   Aside  from  reducing  the  risk  due  to  loss  by  theft  or  fire, 
the  practice  of  using  other  depositories  would  serve  to  reduce  the  possi- 
bility of  mail  loss  and  transit  costs.   Since  this  practice  may  be  pre- 
cluded by  Section  79-201,  R.C.M.  1947,  however,  we  believe  the  State 
Treasurer  and  the  Board  of  Investments  should  seek  legal  clarification  of 
the  statute  and,  if  in  conformity  with  the  legal  clarification,  undertake 
a  policy  of  using  safekeeping  receipts  to  the  maximum  extent. 

RECOMMENDATION 

We  recommend  that  the  Board  of  Investments  confer  with  the  State 

Treasurer  to: 

1.      Require  depositories    to  show  full  identification  of 

securities  on  safekeeping  receipts. 
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Section  79-201,   R.C.M.    1947,   as  it  pertains  to  the 
custody  of  securities,   and  use  the  safekeeping  receipt 
procedure  to  the  most  practicable  extent. 

SERVICING  OF  MORTGAGES 

Our  examination  disclosed  that  the  state  investments  included  in  excess 
of  $51  million  in  mortgages  of  one  type  or  another.   In  most  cases  these 
mortgages  are  serviced  by  commercial  financial  institutions,  such  as 
building  and  loan  associations,  banks,  etc.,  which  collect  the  mortgage 
payments,  follow  up  on  delinquent  payments,  and  perform  other  duties  to 
protect  the  property.   As  a  part  of  this  arrangement,  the  state  agency 
owning  the  mortgage  as  an  investment  pays  the  servicing  agency  a  fee 
ranging  from  1/4  of  1%  per  annum  to  1/2  of  1%  per  annum  of  the  outstanding 
principal  amount  of  the  mortgage  each  month.   During  the  year  preceding 
our  examination,  over  $236,000  was  paid  for  mortgage  servicing,  including 
$107,000  for  the  Public  Employees'  Retirement  System  (PERS ,  Game  Wardens' 
Retirement  and  Judges'  Retirement),  $125,000  for  the  Teachers'  Retirement 
System,  and  $4,800  for  the  Industrial  Accident  Board. 

By  commenting  on  this  aspect  we  are  not  inferring  that  the  expenditure 
for  servicing  was  in  any  way  improper.   It  is  clear,  however,  that  the  ex- 
penditure for  mortgage  servicing  is  significant.   In  this  regard,  we  were 
informed  that  servicing  costs  were  taken  into  consideration  when  the 
determination  is  made  to  invest  in  mortgages  rather  than  bonds.   However, 
no  consideration  appears  to  have  been  given  to  self-servicing  of  mortgage 
investments  as  a  means  of  reducing  the  cost  of  servicing  and  increasing 
mortgage  investment  yield.   Although  it  may  be       customary  for 
commercial  institutions  to  service  mortgage  investments,  we  believe 
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servicing  of  mortgage  investments  by  the  state  should  be  explored.   Those 
agencies  presently  involved  with  mortgages  as  investments  currently  maintain 
files  and  records  which  are  fairly  complete  in  the  sense  that,  in  most  cases, 
photographs  of  the  property,  mortgage,  loan  documents,  and  insurance  docu- 
ments are  all  present.   To  assure  that  this  information  is  current,  the 
state  agencies  now  visit  the  servicing  agencies  once  a  year  to  audit  the 
mortgage  file.   Consequently,  the  state  agencies  perform  much  work  relative 
to  mortgages  notwithstanding  the  presence  of  servicing  agencies. 

Since  mortgages  are  a  form  of  investment  and,  as  such,  represent  an 
alternative  type  of  investment  available  to  the  Board  of  Investments,  we 
believe  it  would  be  logical  for  the  board  to  service  mortgages,  if  any  state 
agency  does.   Consequently,  we  believe  the  board  of  investments  should 
explore  the  feasibility  of  servicing  mortgages  owned  by  the  state  as 
investments. 

RECOMMENDATION 

We  recommend  that  the  Board  of  Investments  explore  the  feasibility 
of  servicing  state-owned  mortgage  investments . 

INVESTMENT  DUTIES  OF  THE  OFFICE  OF  STATE  TREASURER 

The  duties  of  the  Office  of  State  Treasurer  are  principally  found  in 
Title  79,  R.C.M.  1947.   Sections  79-201  and  79-306,  R.C.M.  1947,  require 
the  State  Treasurer  to  be  custodian  of  state-owned  securities.   Sections 
79-412,  79-414,  79-1202,  and  79-1208,  R.C.M.  1947,  all  relate  to  the 
State  Treasurer's  duties  with  respect  to  the  recording  of  investments. 
In  essence,  they  all  require  that  the  State  Treasurer  maintain  records 
in  such  a  manner  so  as  to  show  the  cash  and  invested  balances  of  the 
various  treasury  funds  and,  in  some  instances,  fund/accounts. 
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In  response  to  the  foregoing  statutes,  the  State  Treasurer  has  for 
years  maintained  investment  records  of  one  sort  or  another.   At  the  present 
time,  for  example,  the  initial  recognition  of  investments  in  the  State 
Treasurer's  Office  is  performed  by  the  bond  clerk  who  maintains  an  inventory 
of  most  state  investments,  and  who  creates  the  input  for  the  other  treasury 
and  State  Auditor  records  on  investments.   This  individual  has  the  primary 
responsibility  for  the  investments  in  the  custody  of  the  State  Treasurer, 
although  the  ultimate  responsibility  is  upon  the  State  Treasurer  himself. 

The  bookkeeper  in  the  State  Treasurer's  Office  maintains  the  official 
fund  and  fund/account  records  for  investments  and  does  this  on  the  basis 
of  documents  produced  by  the  bond  clerk,  as  does  the  State  Auditor's  Office, 
who  also  has  fund/account  records  for  investments. 

While  the  foregoing  process  may  have  worked  smoothly  at  one  time,  it 
has  not  been  without  problems  in  recent  years.   The  volume  of  investments 
currently  being  made,  changes  in  investment  techniques,  plus  the  complexities 
of  new  and  different  investments,  has  resulted  in  several  problems  within 
the  State  Treasurer's  Office  and  particularly  at  the  bond  desk.   Since 
the  bond  clerk  is  not  only  responsible  for  custodianship  of  securities, 
but  also  is  the  source  of  fiscal  input  into  the  treasury  records,  the 
increase  in  investment  volume  is  particularly  notable.   At  the  time  of 
our  examination,  the  bond  clerk  was  some  two  to  three  months  behind  in 
his  current  work,  mainly  because  of  the  increase  in  investment  volume,  but 
also  because  of  the  implementation  of  centralized  investment  and  new  invest- 
ment techniques. 

The  bond  clerk  has  also  experienced  difficulty  in  the  manner  in  which 
investments  are  recorded,  i.e.,  par,  cost,  etc.   This  has  resulted  in  an 
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inconsistency  in  the  manner  in  which  the  investment  records  are  kept  and 
has  also  resulted  in  many  of  the  investment  transactions  such  as  sales 
having  to  be  hand  carried  through  the  records  system.   That  is,  the  manner 
in  which  the  securities  were  initially  recorded  has  to  be  researched  and 
determined  before  the  sale  or  other  documents  can  be  prepared  and  processed. 
All  of  this  takes  time  and  results  in  the  deferment  of  other  routine  work. 
It  also  makes  it  almost  impossible  to  match  the  bond  clerk's  inventory 
records  against  the  securities  in  the  treasury  vault,  primarily  because  of 
the  fact  that  the  bond  clerk's  records  are  mostly  at  cost  while  the  securi- 
ties in  the  vault  reflect  only  par  or  face  value. 

We  believe  that  a  large  part  of  the  difficulty  currently  being  experi- 
enced by  the  bond  clerk  is  due  to  a  merging  of  the  State  Treasurer's  custodian 
and  record  keeping  duties.   Since  this  appears  to  be  the  case,  we  believe 
the  current  difficulties  could  be  somewhat  relieved  by  segregating  the 
duties  of  custodian  and  record  keeping  and  analyzing  each  to  determine  what 
has  to  be  done  to  fulfill  the  statutory  requirements  of  custodian  on  one 
hand,  and  record  keeper  on  the  other.   During  our  examination,  for  example, 
we  noted  that  the  bond  clerk  prepares  an  internal  journal  voucher  for  all 
investment  transactions,  and  in  doing  so,  transcribes  data  entirely  from 
documents  initiated  by  the  Board  of  Investments  (purchase  advice  and 
investment  collection  advice) .   This  act  necessitates  the  use  of  additional 
paper,  accounting  for  another  set  of  identifying  numbers,  and  the  typing 
of  the  journal  voucher,  all  when  the  Board  of  Investments  document   itself 
would  suffice.   Consequently,  we  believe  the  preparation  of  journal  vouchers 
should  be  discontinued  and  a  system  of  posting  directly  from  the  Board  of 
Investment  documents  instigated. 

It  would  also  be  simpler,  in  our  view,  for  the  bond  clerk  to  maintain 
all  of  his  records  on  the  basis  of  par  or  face  value  rather  than  cost, 
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with  the  bookkeeper  recording  the  investments  at  cost.   This  would  serve 
to  simplify  the  duties  associated  with  custodianship  and  would  provide 
the  bookkeeper  with  the  means  of  recording  the  invested  balance  of  the 
various  fund/accounts.   The  information  necessary  to  accomplish  this  in 
this  manner  is  already  available  on  the  documents  being  prepared  by  the 
Board  of  Investments. 

Once  the  above  changes  are  accomplished,  we  believe  the  duties  of 
recording,  controlling,  and  maintaining  custody  of  surplus  treasury  cash 
investments  should  be  transferred  from  the  cashier  to  the  bond  clerk. 
Presently  much  of  the  cashier's  time  is  occupied  in  matters  relating  to 
certificates  of  deposit  and  treasury  bills.   These  items  represent  the 
investment  of  surplus  treasury  cash  which  at  October  31,  1971,  amounted 
to  over  $34  million.   The  association  of  these  duties  with  the  cashier 
rather  than  the  bond  clerk  has  resulted  in  the  past  in  an  understatement 
of  the  state's  investments  in  official  reports.   Rather  than  investments, 
the  surplus  treasury  cash  investments  have  been  shown  as  "cash  and  cash 
items,"  when,  in  fact,  they  are  income-producing  investments.   The  Board 
of  Investments  has  recognized  this  in  that  it  has  assumed  the  management 
of  these  investments.   We  believe  the  State  Treasurer  should  also  do  so 
by  transferring  the  duties  related  to  surplus  treasury  cash  investments 
to  the  bookkeeper  and  bond  clerk  as  is  the  case  with  other  investments. 

We  believe  the  need  will  exist  for  a  thorough  evaluation  of  the 
accounting  and  custodial  records  maintained  by  the  State  Treasurer's  Office 
once  the  centralized  investment  function  becomes  fully  operative.   In  the 
meantime,  the  following  recommendations  are  offered  as  steps  to  improve 
the  immediate  problems  cited  above. 
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RECOMMENDATION 

We  recommend     that  the  State  Treasurer: 

1.  Segregate  the  duties  associated  with  the  custodianship 
of  securities  and  the  recording  of  investments. 

2.  1'rovide  for  the  bond  clerk   to  record     investments  at  par 
or  face  value  directly  from   the  documents  forwarded  by 
the  Board  of  Investments . 

3.  Provide  for  the  bookkeeper  to  record  investment   transactions 
at  cost  directly  from  the  documents  forwarded  by  the  Board 
of  Investments. 

4.  Discontinue  the  preparation  and  issuance  of  treasury 
journal  vouchers. 

5.  Transfer  the  duties  associated  with  surplus   treasury  cash 
investments  from  the  cashier  to  the  bookkeeper  and  bond 
clerk  where  appropriate. 

6.  Discontinue  showing  surplus  treasury  cash  investments  as 
"Cash  and  Cash  Items"  and,  in  lieu,  show  them  as  invest- 
ments of  surplus  treasury  cash. 

FINAL  COMMENTS 

The  recommendations  contained  in  this  report  have  been  discussed  with 
representatives  of  the  State  Department  of  Administration,  the  State 
Treasurer,  and  other  agencies  affected  by  the  recommendations.   We  thank 
the  representatives  of  these  agencies  for  their  cooperation  and  assistance. 

Respectfully  submitted, 

Morris  L.  Brusett 
Legislative  Auditor 

December  14,  1971 
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EXHIBIT  C 


SURETY  BOND  AND  INSURANCE  COVERAGE 

RF.T.ATED  TO  INVESTMENT  PROCESS 

October  31.  1971 

INSURANCE 

STATE  TREASURER 

Mercantile  Robbery  Coverage 

Company:   Northwestern  National  Insurance  Company 
Number:   SCP48165 
Term:   Expires  July  22,  1973 

Limits  of  Coverage:   Robbery  outside  premises  -  $5,000 

Robbery  inside  premises  -  $50,000 
Type  of  Coverage:   Loss  due  to  robbery  only.   Does  not  cover 

and  specifically  excludes  (1)  safe  burglary, 
(2)  loss  due  to  fraudulent  or  dishonest  act 
by  employee,  and  (3)  loss  due  to  fire. 

SURETY  BONDS 

STATE  TREASURER 

State  Treasurer's  Surety  Bond 

Company:   American  Motorists  Insurance  Company 
Number:   5SM  263  113 
Term:   Expires  September  30,  1972 
Limits  of  Coverage:   $250,000 

Type  of  Coverage:   Faithful  performance  of  all  official  duties 

of  Alex  B.  Stephenson  required  by  law. 
Public  Employees'  Blanket  Bond 

Company:   Northwestern  National  Insurance  Company 

Number :   None 

Term:   Expires  July  1,  1973 

Limits  of  Coverage:   $250,000  per  occurrence 
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EXHIBIT  C 


Type  of  Coverage:   Blanket  surety  bond  covering  all  state 

employees  except  the  individual  who  is 
State  Treasurer.   Covers  loss  due  to 
failure  of  employees  to  faithfully 
perform  assigned  duties  alone  or  in 
collusion. 
Board  of  Investments 

No  separate  coverage  at  time  of  our  examination.   We  were 
advised  that  additional  separate  coverage  was  being  secured, 


-25- 


